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INTRODUCTION

Although S corporations generally are exempt from income tax at
the corporate level,, certain S corporation gains have been subject to
*Associate, Foster, Pepper & Shefelman, Seattle, Washington. B.A., 1973, Claremont
McKenna College; J.D., 1976, University of California, Davis; LL.M. (Taxation), 1987, University
of Florida. This paper was prepared as part of the requirements of the University of Florida
Graduate Tax Program.
1. I.R.C. § 1363(a). Except as otherwise noted, all citations are to the Internal Revenue
Code of 1986.
1117
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corporate level taxation since 1966. That year Congress adopted former
section 1378, the predecessor of present section 1374, to address a
perceived problem.
Congress was concerned that corporations anticipating large capital
gains could avoid the corporate level tax on those gains by making a
one-shot election under Subchapter S for a single year. Capital gains
recognized by the corporation during its year as an S corporation
would pass through to shareholders without any corporate level tax.
The S corporation could even make tax free cash distributions to
shareholders to enable them to pay the shareholder level tax. The
corporation could then terminate its S election and continue business
as a regular corporation. The net result would be for shareholders to
extract a gain from the corporation at the cost of only one tax.
To end this practice, Congress imposed a corporate level tax on
net capital gains of S corporations that previously had been C corporations. 2 Originally codified in section 1378, that tax became former
section 1374 upon passage of the Subchapter S Revision Act of 1982
(SSRA '82).
In the Tax Reform Act of 1986 (TRA '86), Congress significantly
changed and expanded the tax on S corporation gains as part of its
repeal of General Utilities.3 Former section 1374 had taxed only certain
net capital gains of S corporations that had converted from C corporations within a three year "lookback period." With the repeal of
General Utilities, Congress feared that corporations intending to
liquidate could avoid tax on liquidation by electing Subchapter S and
waiting three years.
To discourage taxpayers from using Subchapter S in this fashion,
Congress extended the lookback period under former section 1374 to
ten years and greatly expanded the section's tax base. While former
section 1374 taxed only net capital gains over a threshold amount,
new section 1374 taxes the entire gain "built-in" when a corporation
elects Subchapter S. Corporations subject to new section 1374 are
now taxed on a portion of this built-in gain each time they dispose of
an asset held on the effective date of their election during the ten
years following their election.

2. See S. Rep. No. 1007, 89th Cong., 2d Sess. 7, 1966-1 C.B. 527, 531, which states that
former § 1378 was Intended to apply only in those situations where the 'passthrough' treatment
was elected to avoid taxes on capital gains."
3. The Tax Reform Act of 1986, Pub. L. No. 99-514, 100 Stat. 12 (1986) [hereinafter TRA
'86], § 663(b). For an explanation of General Utilities Co. v. Helvering, 296 U.S. 200 (1935),
see infra notes 34-36 and accompanying text.
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Under the TRA '86 transitional rules, both former and new sections
1374 continue to be important. Corporations that converted to Subchapter S prior to January 1, 1987 remain subject to former section
1374. 4 Small corporations converting to Subchapter S after that date
but prior to January 1, 1989 are partially subject to former section
1374 and partially subject to new section 1374. 5 Finally, large corporations converting to Subchapter S after December 31, 1986,6 and all
corporations converting to Subchapter S after December 31, 1988,7
are subject to new section 1374.
This paper will first review former section 1374 and issues and
planning opportunities that existed prior to enactment of TRA '86.
Then Congress' reasons for amending former section 1374 and the
provisions of the new built-in gain tax will be considered. The paper
will also examine issues under the new provision that require technical
correction or clarification in forthcoming regulations, and strategies
to enable taxpayers who are potentially subject to new section 1374
to avoid or minimize its impact.
A. Analysis of Former Section 1374
Only net capital gains of S corporations that had been C corporations within the preceding three years were taxable under former
section 1374. Subject to certain exceptions, former section 1374 taxed
any S corporation with (1) a net capital gain exceeding both $25,000
and fifty percent of its taxable income, and (2) taxable income in
excess of $25,000.8 "Net capital gain" referred to the excess of net
long-term capital gain over net short-term capital loss. 9 Thus, a corporation owed tax under section 1374 only if its capital gains, after offset
by capital losses, were greater than $25,000 and fifty percent of its
taxable income, 10 and its taxable income also exceeded $25,000.
Several statutory exceptions reduced the importance of former
section 1374.11 First, section 1374 did not apply to an S corporation

that had its present election under section 1362(a) continuously in
effect for the three immediately preceding taxable years. This excep-

4.
5.

See I.R.C. § 633(b); Rev. Rul. 86-141, 1986-29 C.B. 152.
I.R.C. § 633(d)(8).

6.
7.
8.
9.

Id.
Id.
Id.
Id.

10.

§ 633(b).
§ 633(d)(8).
§ 1374(a) (1984).
§ 1222(11).

See id. § 1222(6)-(7), 11.

11. Id. § 1374(c) (1984).
12. Id. § 1374(c)(1) (1984).
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tion was referred to as the 'three year lookback rule," and effectively
exempted a former C corporation once it had been an S corporation
continuously for four years. Thus, a C corporation that converted to
Subchapter S was only subject to tax under former section 1374 during
its first four years as an S corporation.
Section 1374 also did not apply to an S corporation that had existed
fewer than four taxable years but had an election under section 1362(a)
in effect for each of its taxable years. 13 This exception was referred
to as the "virgin S corporation rule." A corporation that elected Subchapter S for its initial taxable year and maintained the election was
never subject to tax under former section 1374.
An S corporation and any predecessor corporation were treated as
the same corporation for purposes of both exceptions.' 4 Since no regulations have yet been issued, 5 the scope of "predecessor" remains
uncertain. This predecessor rule presumably was intended to prevent
taxpayers from accomplishing indirectly what they could not do directly, and it should be interpreted broadly to effectuate Congress'
intent. Without the rule, S corporations that technically fell within
either exception, but had been parties to a reorganization with a C
corporation within the preceding four years, were not subject to the
section 1374 tax on disposition of assets acquired from the C corporation. 16 Without regulations, however, it remained uncertain how
broadly the provision applied.
Neither exception applied, however, when S corporation gain was
attributable to substituted basis property. 7 Neither the three year
lookback rule nor the virgin S corporation exception exempted an S
corporation from tax under section 1374 if (1) the S corporation acquired the property during the current taxable year or during the
three preceding taxable years; (2) the S corporation had a basis in

13. Id. § 1374(c)(2) (1984).
14. See id. § 1374(c)(2) (1984) (last sentence).
15. Regulations were adopted under former I.R.C. § 1374 (1984), before amendment by
TRA '86 on September 25, 1986, but did not address the meaning of the term "predecessor."
See Treas. Reg. § 1.1374-1A.

16. Without such a predecessor rule, a C corporation holding appreciated property and
desiring to convert to Subchapter S could avoid I.R.C. § 1374 through an F reorganization, if
the emerging "new" corporation made an S election for its 'Trst" taxable year. I.R.C. §

368(a)(1)(F).
17. I.R.C. § 1374(c)(3) (1984), referred to "substituted basis property" in the caption but
described both (1) transferred basis property and (2) exchanged basis property acquired by an
S corporation in a tax free transaction. See J. EUSTICE & J. KUNTZ, FEDERAL INCOME
TAXATION OF S CORPORATIONS,
7.0513][c], n.258, at 7-50 (1985) [hereinafter J. EUSTICE &
J. KUNTZ].
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the property determined in whole or in part by reference to the basis
of any property in the hands of another corporation; and (3) the other
corporation was not an S corporation throughout the period beginning
three years before the start of the acquiring corporation's current
taxable year, or the date such other corporation later came into existence, and ending on the date the acquiring corporation acquired the
18
property.
The purpose of this rule was to prevent shareholders from manipulating S corporations by tax-free exchanges under the reorganization provisions to avoid tax. 9 For example, without former section
1374(c)(3), a corporation with appreciated assets could have converted
to Subchapter S, without becoming subject to section 1374, by merging
into a newly established S corporation, or one that had its S election
in effect since its first taxable year, controlled by the same shareholders. Former section 1374(c)(3) prevented this action, and provided
that if an S corporation disposed of property acquired from a C corporation or former C corporation in a taxable transaction during the
current year or the prior three taxable years, any recognized net
capital gain was subject to section 1374 even though the S corporation
had its S election in effect since inception or during each of the three
prior years.
Disposition of substituted basis property was taxable only if the S
corporation acquired the property directly or indirectly from another
corporation. 20 Thus, if the S corporation received the property from
a noncorporate shareholder, the provision did not apply. However, no
direct transfer was necessary for section 1374(c)(3) to apply, and an
indirect transfer from a C corporation to an S corporation of property
that had a basis in the hands of the S corporation determined with
respect to the C corporation's basis was subject to section 1374(c)(3).
A subsequent taxable disposition within the period of the three year
lookback rule was taxable to the extent of gain recognized even if the
property the S corporation disposed of was not the same property
received from the C corporation. 2'

18. I.R.C. § 1374(c)(3) (1984).
19. S. Rep. No. 1007, 89th Cong., 2d Sess. 8, 1966-1 C.B. 527, 532.
20. I.R.C. § 1374(c)(3)(C) (1984) applied if the S corporation's basis in the property was
determined with respect to the basis of the property in the hands of another corporation.
21. Thus, if an S corporation received transferred basis property from a C corporation or
from a former C corporation, and the S corporation subsequently exchanged such property for
other property under § 1031 or a similar provision, the new property received also was subject
to I.R.C. § 1374 (1984). If such property was subsequently sold within the lookback period, §
1374(c)(3) applied, and disposition was taxable. See I.R.C. § 1031(d) and Treas. Regs. § 1.13782(b)(4), Ex. 3, adopted under I.R.C. § 1378 (1984).
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If an S corporation was subject to the tax under former section
1374, the amount of the tax was the lower of the tax imposed under
section 1201(a) on the excess of the net capital gain over $25,000, or
the tax that section 11 would have imposed on the corporation's taxable
income for the year if the corporation.were not an S corporation.2
Prior to enactment of TRA '86, S corporations subject to section
1374 also were subject to the corporate minimum tax that section 56
imposed.23 TRA '86 repealed this provision for tax years beginning
after December 31, 1986, and since it was merely an adjunct to section
1374, its analysis is beyond the scope of this paper.
B.

Continuing Applicability of Former Section 1374

Former section 1374 continues to apply to corporations that converted to Subchapter S prior to January 1, 1987.? Under the TRA
'86 small corporation transitional rule,2 former section 1374 also continues to apply to all or a portion of long term capital gains and losses
recognized by certain small C corporations that convert to Subchapter
S after 1986 but prior to January 1, 1989. Such corporations are potentially subject to both former section 1374 and new section 1374.2
Although former section 1374 remains applicable to many corporations, its importance will fade since a subject corporation is potentially
taxable under it only during the four taxable years after its S election.
After this period, a corporation is free from corporate level tax on

22. I.R.C. § 1374(b) (1984).
23. Former § 58(d) provided that S corporations were subject to the corporate minimum
tax only if they were subject to the § 1374 tax on net capital gains for the taxable year. If so,
§ 58(d) provided that the corporate level minimum tax was computed only with reference to
capital gains specified in § 57(a)(9)(B), to the extent subject to the § 1374 tax.
Thus, no S corporation ever could be subject to the corporate minimum tax unless it had a
net capital gain and actual tax liability under § 1374. The corporate minimum tax apparently
was part of Congress' attempt to discourage one-shot Subchapter S elections, and served no
apparent purpose other than increasing the deterrent to one-shot elections under § 1374. In
view of this limited purpose and the complexity of § 58(d), a leading commentator has questioned
whether § 58(d) was necessary to achieve Congress' purpose. See J. EUSTICE & J. KUNTZ,
supm note 17, at § 7.05[3][e], 7-54.
24. Thus, calendar year corporations that made S elections in late 1986 are potentially
taxable under former § 1374 on net capital gains through 1990.
25. I.R.C. § 633(d)(8).
26. Analysis of the provisions of the small corporation transitional rule in TRA '86 § 633(d)
depends upon an understanding of the provisions of both former and new § 1374. Therefore,
detailed analysis of the transitional rules and planning opportunities thereunder is deferred until
after consideration of new § 1374. See infra part V.
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gains under former or new section 1374,2 unless collateral events
cause the corporation to become subject to new section 1374.2
C.

Planning Opportunities Under Former Section 1374

Since net capital gains are taxable only if the corporation's net
capital gains exceed both $25,000 and fifty percent of taxable income,
and taxable income exceeds $25,000, several strategies enable a corporation to avoid section 1374 tax liability. These strategies generally
manipulate either the corporation's net capital gain during the four
year period, or its taxable income.
The simplest, most effective way to avoid liability under former
section 1374 is to keep net capital gain below the taxable threshold
throughout the four year period. First, a corporation can recognize
capital losses in the same year, since capital losses can offset capital
gains and may be used to keep net capital gains below the taxable
threshold. Alternatively, a corporation can convert gain that would
otherwise be capital gain into ordinary income by selling property to
a related party in a transaction subject to section 1139. Yet another
strategy is for a corporation to delay the sale of capital gain property
until after the four year period. If sale is propitious, a corporation
can use an installment sale2 or other nontaxable transaction ° to defer
recognition of gain.
Prior to enactment of TRA '86, a corporation could use an installment sale to defer recognition of capital gain, and thus avoid tax under
former section 1374. For a period of time after TRA '86, the '"proportionate disallowance rule" under new section 453C severely restricted

27. The Service has ruled that to the extent TRA '86 transition rules make former § 1374
applicable, new § 1374 will not apply. See Rev. Rul. 86-141, 1986-29 C.B. 152.
28. An example of a collateral event that could cause an S corporation otherwise exempt
from new § 1374 to become subject to the new section would be a merger of a C corporation
into the S corporation, or other transfer of transferred basis property to the corporation. The
Service has announced that forthcoming regulations will treat such property as built-in gain
property subject to new § 1374 in the hands of the S corporation with the recognition period
running for ten years from the date of transfer. See I.R.S. Announcement 86-128, 1986-51 I.R.B.
22; supra note 22.
29. See Priv. Ltr. Rul. 8,243,169 (July 28, 1982), IRS LTR. RULINGS REP. (CCII) No. 297
(Nov. 10, 1982) holding that under former § 1378, the predecessor of § 1374, tax on net capital
gains could be avoided by using installment sales to defer recognition of gain.
30. I.R.C. § 1374 operates only on recognized gains. See Rev. Rul. 78-89, 1978-1 C.B. 272;
Priv. Ltr. Rul. 7,807,078 (Nov. 21, 1978) IRS LTR. RULINGS REP. (CCH) microfiche, Book 2,
fische 2 (1978). Note that certain small corporations eligible for the transitional relief provided
under § 633(d) may liquidate completely or partially under former I.R.C. §§ 337, 336 through
January 1, 1989. See infra part V.
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taxpayers' ability to use installment sales to avoid tax under former
section 1374.31
A corporation also can avoid or minimize liability for tax under
section 1374 by manipulating taxable income during the four year
period in which it is potentially subject to tax. Since a corporation is
taxable only if net capital gains exceed fifty percent of taxable income,
it may avoid liability by recognizing gains in years when its taxable
income is relatively high. Alternatively, since a corporation is subject
to tax under former section 1374 only if its taxable income exceeds
$25,000, a corporation can avoid liability by recognizing gains in years
when operating losses reduce taxable income below $25,000.
II. NEW SECTION 1374 TAx ON BUILT-IN GAINS
A.

The Legislative Policy Underlying New Section 1374
TRA '86 substantially overhauled section 1374, replacing the former
net capital gain tax with a new tax on all gains "built-in" when a C
corporation converts to Subchapter S.2 TRA '86 legislative history

31. The proportionate disallowance rule under § 453C enacted by TRA '86 was originally
applicable with respect to dispositions after February 28, 1987, for years ending after December
31, 1986. The rule generally treats a seller's allocable installment indebtedness, as well as a
portion of the seller's other debt outstanding at the end of the taxable year, as a deemed
payment on any installment obligations outstanding at the end of the taxable year. Thus, an S
corporation entering into an installment sale subject to the rule may be forced to recognize gain
(that will trigger tax under new § 1374) even if it receives no payments during the three year
lookback period. The rule is applicable if the corporation either has substantial indebtedness on
the date of the sale or incurs substantial indebtedness before the installment obligation is fully
paid. See Apfel & Wolfe, Electing SubchapterS Via TransitionalRule Can ProuideSignificant
Tax Advantages, 67 J. TAX'N 66, 69 (1987).
The § 453C proportionate disallowance rule was repealed by § 10202(a)(1) of the Revenue
Act of 1987, P.L. 100-203 (the "Revenue Act of 1987"), with respect to dispositions in taxable
years beginning after December 31, 1987. Section 453(1), as amended by the Revenue Act of
1987, now precludes dealers from using the installment method at all with respect to dispositions
after December 31, 1987. Nondealers can continue to use the installment method and, except
to the extent repealed § 453C applies to dispositions made before January 1, 1988, and except
to the extent that new § 453A(d) requires gain to be recognized as a result of the pledge of
installment indebtedness as security for other indebtedness, can use installment sales to avoid
recognizing gain that would trigger tax under former § 1374. It should be noted that a special
rule permits nondealers to elect to treat the Revenue Act of 1987 amendments to § 453C as
effective for taxable years ending after December 31, 1986, with respect to dispositions and
pledges occuring after August 16, 1986. See § 10202(e)(3)(A). S corporations that sell appreciated
property during such period in an installment sale that do not plan to pledge the note as security
for indebtedness so as to trigger recognition under new § 453A(d), should consider making such
an election.
32. See comparison of former and new § 1374, infra note 43.
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scarcely discusses Congress' rationale for this overhaul. The Conference Report, however, suggests that the changes were part of Congress' repeal of the General Utilities doctrine, the major thrust of the
TRA '86 corporate provisions, rather than a response to the one-shot
election problem that originally inspired section 1374.3
Although the General Utilities doctrine is of judicial origin,4 it has
been expanded and codified over the years.- Prior to enactment of
TRA '86, the General Utilitiesdoctrine was an exception to the general
rule that corporate earnings distributed to shareholders are subject
to double taxation, first at the corporate level when earned, and again
at the shareholder level when distributed. The General Utilities doctrine generally permitted corporations to make liquidating and nonliquidating distributions of appreciated property to shareholders without subjecting appreciation to the corporate level of the double tax. 6
Congress has chipped away at the General Utilities doctrine in
recent years,7 but TRA '86 repealed it completely.8 When the new
provisions are fully effective, liquidating and nonliquidating distributions of appreciated property by C corporations will be subject to
corporate level tax.3
With the repeal of General Utilities, Congress was concerned that
C corporations desiring to distribute appreciated property or liquidate
33. While not explicit, the Conference Report states that '"The House bill provides a special
rule for S corporations designed to prevent avoidance of the provisions through a conversion
of a C corporation to S corporation status." HousE CONF. REP. No. 841, 99th Cong., 2d Sess.
11-199, 1986 U.S. CODE CONG. & ADMIN. NEWS 4287.
The General Explanation of the Tax Reform Act of 1987 prepared by the Staff of the Joint
Committee on Taxation, U.S. Congress, and released on May 7, 1987 (hereinafter the General
Explanation], states that
[C]ongress was concerned that taxpayers might utilize various means (including
other provisions of the Code or the Treasury regulations) to circumvent repeal of
the rule [General Utilities] or, alternatively, might exploit the provision to realize
losses in inappropriate situations or inflate the amount of the losses actually sustained .... In an effort to prevent these potential abuses, Congress included in
the Act regulatory authority to prevent circumvention of the purposes of the
amendments through use of any provision of law or regulations. In addition, it
included specific statutory provisions designed to prevent avoidance of tax on corporate level gains through conversions to subchapter S corporation status ....
General Explanation, at 337.
34. See General Utilities Co. v. Helvering, 296 U.S. 200 (1935).
35. See I.R.C. §§ 336(a), 1363(d) (1984); see generally id. §§ 337, 341.
36. I.R.C. §§ 336(a), 331(a) (1984).
37. See id. §§ 311(b)-(d), 1363(d), 1374 (1984); see also Oberst, Reform of the Subchapter
S DistributionRules: Repudiation of Section 311(a), 38 TAx L. REV. 79 (1982).
38. See supra note 3 and accompanying text.
39. I.R.C. §§ 336(a), 311(a).
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could avoid corporate level tax on the appreciation by first converting
to Subchapter S.40 Congress thought the three year lookback rule of
former section 1374(c)(1) too easily allowed former C corporations to

avoid the tax by waiting three years before liquidating, and sought
to discourage such avoidance.
The TRA '86 House bill originally provided for retroactive termination of the Subchapter S election of any former C corporation that

liquidated within three years following conversion to Subchapter S.41
Such a "solution" would have been harsh because of its retroactive
application. 42 At the same time, the penalty would have been ineffec-

tive to deter corporations willing to wait three years to liquidate. The
Conference Committee chose the alternative approach embodied in
new section 1374, which extends the lookback period from three to

ten years and taxes all gain recognized during the period to the extent
it is "built-in" at the time the S election took effect.
B.

Overview of New Section 1374

New section 1374(a) imposes a corporate level tax on gain that an
S corporation recognizes during the ten year "recognition period" as

a result of the disposition of any asset held on the date its S election
takes effect, to the extent such gain was "built-in" at the time the
corporation converted to Subchapter S. 43

40. Under I.R.C. § 1363(d) (1984), an S corporation that distributed appreciated property
to its shareholders with respect to its stock was required to recognize gain on the distribution,
except in complete liquidation, but unless former § 1374 applied, the gain merely passed through
to the shareholders without any corporate level tax. I.R.C. § 1363(a). Similarly, an S corporation
that liquidated completely formerly was not required to recognize gain at the corporate level
under I.R.C. §§ 336, 1363(e)(1) (1984). Again there was no corporate level tax unless former §
1374 applied. After repeal of General Utilities in TRA '86, distributions of appreciated property
in complete liquidation trigger recognized gain under new I.R.C. § 336(a). If former § 1374 did
not apply, the gain would pass through to shareholders without corporate level tax. Thus, if
Congress had not amended I.R.C. § 1374, C corporations desiring to distribute appreciated
property could have avoided corporate level tax on the appreciation by converting to Subchapter
S and waiting three years before making a distribution or liquidating.
41. H.R. 3838, 99th Cong., 1st Sess. § 334 (1986).
42. The corporation would be subject to corporate taxes on its income under I.R.C. § 11
and would have been unable to pass its losses through to shareholders. Such treatment would
be harsh for any corporation, but particularly so for failing businesses that elect Subchapter S
in order for shareholders to take advantage of worsening losses but ultimately liquidate.
43. Although there are many similarities between former I.R.C. § 1374, effective prior to
amendment by TRA '86, and new § 1374, there are a number of fundamental differences: (1)
former § 1374 applied only to net capital gains, while the new section applies to all gains built-in
when a C corporation converts to Subchapter S; (2) former § 1374 applied only if net capital
gains exceeded the threshold level of $25,000 and taxable income also exceeded $25,000, while
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For ease of analysis each statutory element for imposition of the

built-in gain tax is examined briefly in this overview, and in more
detail in the next section. First, section 1374 applies only if an S
corporation has recognized gain, and imposes tax only with respect

to that gain.4 All gain on disposition of any asset recognized during
the recognition period is taxable unless the corporation establishes
45 or
that it did not hold the asset on the date its election took effect,
46

that no built-in gain with respect to the asset existed at such time.

In addition, only gain recognized during the recognition period is
subject to new section 1374. 47 The statute defines the recognition
period as the ten year period s beginning with the first day of the
49
first taxable year for which the corporation was an S corporation.

Only gain recognized on disposition of assets is taxable under new
section 1374.60 Since recognized gain is the touchstone, "disposition"

for this purpose includes all taxable dispositions, including sales and
exchanges as well as distributions5 ' to the extent gain is recognized,

the new section applies to total built-in gain or taxable income, whichever is lower, regardless
of the level of taxable income; (3) former § 1374 applied only to gains recognized during the
four years following a corporation's conversion to Subchapter S, while the new section applies
to built-in gain recognized during the ten year recognition period; (4) both sections exempt "virgin
S corporations," but the former section also exempted former C corporations that had been S
corporations for at least four years; (5) former § 1374 dealt explicitly with transferred basis
property received by an S corporation from another corporation, while the new section does
not; (6) former § 1374 did not permit any carryovers from C years to reduce the amount subject
to tax under § 1374 or the amount of tax, while the new section allows deductions and credits
to be carried forward from C years to reduce the amount subject to tax or the tax under § 1374.
44. I.R.C. § 1374(a) imposes tax only if an S corporation has RBG. I.R.C. § 1374(d)(2)
defines "RBG" as any gain recognized during the recognition period on the disposition of any
asset subject to certain exceptions. Cf. former I.R.C. § 1374(a) (1984), that imposed tax only
if an S corporation had net capital gain in excess of a specified threshold.
45. I.R.C. § 1374(d)(2)(A).
46. Id. § 1374(d)(2)(B).
47. Id. § 1374(d).
48. Compare the three-year lookback rule under former I.R.C. § 1374(c)(1), (d)(3) (1984).
An S election made within the first two and one-half months of any taxable year will be effective
from the first day of such taxable year if the corporation was an eligible corporation at all times
during such period. I.R.C. § 1362(b)(1)(B). An S election made after the first two and one-half
months of any taxable year will be effective only for the corporation's next taxable year. I.R.C.
§ 1362(b)(3).
49. I.R.C. § 1374(d)(3). An S election made within the first two and one-half months of
any taxable year will be effective from the first day of that year if the corporation was an
eligible corporation during the period. Id. § 1362(b)(1)(B). S elections made after the two and
one-half month period are effective in the following taxable year. Id. § 1362(b)(3).
50. Id. § 1374(d)(2).
51. Id. § 1363(d).
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but various nonrecognition transactions raise uncertainty.52 Taxable

dispositions include not only physical transfers, but also certain income
realization events such as collection of accounts receivable and installment notes by a cash method taxpayer.
All assets that the corporation holds on the date its S election takes
effect are potentially subject to section 1374.6 Thus, accounts receivable, inventory, and other ordinary income property, as well as existing intangible assets that may appear on the corporation's balance
sheet, are all subject to the new built-in gains tax if appreciated on
the date of the corporation's S election and disposed of in a taxable
transaction during the recognition period.4 At the same time, only
assets that the corporation held on the date its S election takes effect
are subject to section 1374.5
Gain on disposition of assets subject to section 1374 recognized
during the recognition period is taxable only if the S corporation has
recognized built-in gain (RBG) within the meaning of section 1374(d)(2),
and only to the extent of the RBG. 6 RBG generally includes all gain
recognized during the recognition period attributable to built-in gain
assets held on the date the corporation converted to Subchapter S.57
The concept of built-in gain lies at the heart of new section 1374.
The statute defines built-in gain indirectly as the excess of an asset's
value on the date the corporation's election takes effect over the adjusted basis of the asset on that date. The existence and amount of
built-in gain are determined on an asset by asset basis. On disposition
of any asset within the recognition period, the entire gain recognized
is presumed built-in at the time of the corporation's election, unless
the S corporation establishes either that it did not hold the asset or
that no gain was built in at that time. 8
The amount of RBG taken into account and taxed is also subject
to an aggregate limitation equal to the corporation's net unrealized

52. See infra part III.A.
53. New I.R.C. § 1374(d)(2) refers to "any asset," and new § 1374(d)(1)(A) refers to 'the
assets of S corporation." [sic] Former I.R.C. § 1374 (1984), however, taxed only gains treated
as capital gains.
54. I.R.C. § 1374(a).
55. Id. § 1374(d)(2)(A). See infra part III.A. for discussion of the possible taxability of
certain exchanged basis and transferred basis property later acquired by an S corporation.
56. Sections 1374(a), 1374(b)(1). Note, however, that I.R.C. § 1374(b)(1) makes the tax
applicable to the lesser of (1) RBG for the taxable year or (2) the amount that would be the
taxable income of the corporation for such year if the corporation were not an S corporation.
57. I.R.C. § 1374(d)(2).
58.

Id.
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built-in gain (NUBG) 9 The corporation's NUBG equals the excess of
the value of all assets on the date its election takes effect over their
aggregate adjusted basis on that date. RBG taken into account and
taxed in any taxable year is limited to the excess of NUBG over RBG
for all prior years during the recognition period. Thus, NUBG is an
aggregate limit on the cumulative amount of RBG taxable during the
entire recognition period. Since NUBG is a net amount, both appreciated and depreciated assets held when a coporation's S election
occurs will affect the amount of RBG potentially subject to tax.6
New section 1374 does not apply to corporations that have been
S corporations each of their taxable yearsA1 An S corporation and any
"predecessor" are treated as a single corporation except as provided
in regulations to be issued. 2 The statute does not define the term
"predecessor." However, an S corporation that has received the assets
of a C corporation in a merger63 or divisionm any time during its life
almost certainly will be deemed to have a predecessor for this purpose.
Thus, new section 1374 may apply to an S corporation that has engaged
in various kinds of transactions with a C corporation, even if the S
corporation has always been an S corporation itself.
The tax imposed under section 1374 is determined by applying the
highest rate in section 11(b) to the amount subject to tax under the
section.65 The amount subject to tax is the lesser of the amount of the
corporation's RBG for the year,6 or the corporation's taxable income
computed as if the corporation were a C corporation subject to certain
specified modifications.6 The tax rate under section 1374 is coordinated
with the alternative tax for corporations under section 1201,m so that
an S corporation pays no more than the alternative tax rate on net
capital gains.
Since S corporation losses and credits pass through to shareholders, 69 S corporations may not carry over items between C and S
59. Id. § 1374(c)(2)(A) limits the amount of RBG subject to tax to the amount of "net
unrealized built-in gain," defined at I.R.C. § 1374(d)(1).
60. See infra discussion at part III.C.
61. I.R.C. § 1374(c)(1). Note that former I.R.C. § 1374 (1984), also exempted so-called
'%irgin" S corporations, and in addition, exempted all S corporations that had had an S election
in effect for the prior three taxable years. See I.R.C. §§ 1374(c)(2), (c)(1) (1984).
62. I.R.C. § 1374(c)(1) (last sentence).
63. Id. § 368(a)(1)CA).
64. Id. § 355.
65. Id. § 1374(b)(1); see also id. § 1374(b)(4) (referring to I.R.C. § 1201).
66. I.R.C. § 1374(b)(1)(A).
67. Id. §§ 1374(b)(1)(B), 1374(d)(4).
68. Id. § 1374(b)(4).
69. Id. § 1366(a)(1)(A) & (B).
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years.70 As an exception to this rule, S corporations may use net
operating loss carryforwards from C years to reduce the amount subject to tax under new section 1374." In addition, S corporations owing
tax under new section 1374 may reduce the tax by any section 34 fuel
tax credit for the S corporation's current year, 72 as well as any business
credit carryforwards from prior C years.7
Section 1374 itself contains no explicit authorization to the Service
to vary or expand the statutory scheme in regulations to be issued.
However, the TRA '86 Conference Report states that the amendments
to section 1374 were related to Congress' repeal of the General Utilities
doctrine, and indicates that the Conferees "expect" the Secretary to
issue whatever regulations are necessary to prevent taxpayers from
circumventing General Utilities' repeal.2 While the validity of such a
broad extra-statutory delegation may be questionable, 5 the Conferees'

70.
71.
72.

Id. § 1371(b)(1).
Id. § 1374(b)(2).
Id. § 1374(b)(3)(A).

73. Id. §§ 1374(b)(3)(B), 38(a), 39(a) (1984). Former I.R.C. § 1374(b) (1984) permitted only
an S corporation's current fuel tax credits to reduce tax under I.R.C. § 1374, but did not allow
any carryforwards of deductions or credits from C years. See infra discussion at part III.C.
74. The Conference Report states:
The repeal of the General Utilities doctrine is designed to require the corporate
level recognition of gain on a corporation's sale or distribution of appreciated property, irrespective of whether it occurs in a liquidating or nonliquidating context.
The conferees expect the Secretary to issue, or to amend, regulations to ensure
that the purpose of the new provisions is not circumvented through the use of any
other provision, including the consolidated return regulations or the tax-free reorganization provisions of the Code (part III of Subchapter C).
The General Explanation, supranote 33, includes a similar statement that Congress intended
to give the Treasury Department regulatory authority to prevent circumvention of the purposes
of the law through use of any provision of law or regulations. In addition, the General Explanation
states that Congress expected the Treasury Department to issue or amend regulations to ensure
that the purpose of the TRA '86 provisions is not circumvented through use of other pass-through
entities such as real estate investment trusts (REITs) or regulated investment companies (RICs).
Id. at 345.
75. HOUSE CONF. REP. No. 841, 99th Cong. 2d Sess. 11-204, 1986 U.S. CODE CONG. &
ADMIN. NEWS 4292. As of this writing, Congress is considering technical corrections provisions
orginally included in the Technical Corrections Bill of 1987, H.R. 2636, and as part of the
Omnibus Budget Reconciliation Act of 1987 (the Omnibus Budget Reconciliation Act), that would
clarify the authority of the Treasury Department to issue regulations as necessary to prevent
avoidance of Congress' repeal of General Utilities, including provisions of the built-in gain tax
under § 1374. See the House Ways & Means Committee Report on Revenue-Raising, Technical
Corrections, and Miscellaneous Tax Provisions, and Provisions on Tax Exempt Organization
Lobbying and Political Activities, including Estimated Budget Effects and Minority Views (part
of the House Budget Committee's report on H.R. 3545, the "Omnibus Budget Reconciliation
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legislative intent is clear, and presumably enactment must be regarded
as agreement by the whole Congress. Practitioners advising clients

therefore must be aware not only of the literal requirements of section
1374, but also of its spirit, since that spirit may well be more fully
embodied in forthcoming regulations.
III.

ISSUES UNDER NEW SECTION 1374

Various issues and uncertainties exist regarding the scope and
application of new section 1374. The Service has acknowledged some
of these issues and has announced that forthcoming regulations will
clarify application of the statute in five areas. 6 In addition, technical
corrections legislation has been proposed.7 This article will analyze
those and other issues needing clarification and suggest guidance the

Service might provide.
A.

Substituted Basis Property: A Statutory Gap

New section 1374 fails to address explicitly treatment of substituted
basis property8 that an S corporation acquires after the date of its
conversion. This omission is likely to be a source of confusion and
controversy.
Section 1374 taxes only RBG with respect to assets held on the
date a corporation converts to Subchapter S.7 The amount of built-in
gain and NUBG, and the length of the recognition period, are measured with respect to the conversion date.80 Property that an S corpo-

Act of 198T' (H.R. 100-391)) (the "House Ways & Means Committee Report'. The Technical
Corrections Act provisions were passed by the House but were dropped by the Senate during
the budget negotiations with respect to the Omnibus Budget Reconciliation Act of 1987 enacted
on December 22, 1987 as P.L. 100-203. They are expected to be considered by Congress early
in 1988.
76. The Service has announced that forthcoming regulations will clarify the application of
§ 1374 with regard to (1) types of dispositions subject to § 1374, (2) treatment of inventory, (3)
possible use of transactions under the reorganization provisions to avoid § 1374, (4) treatment
of exchanged basis property, and (5) contributions of built-in loss assets. Announcement 86-128,
1986-51 I.R.B. 22.
77. As of this writing, Congress is considering technical corrections legislation originally
included in the Omnibus Budget Reconciliation Act of 1987. House Ways & Means Committee
Report, supra note 75. These provisions were dropped from the final legislation adopted by
Congress in 1987, but are expected to be considered in 1988.
78. As used here, the term "substituted basis property" has the meaning given in I.R.C.
§ 7701(a)(42), and includes both "transferred basis property" as defined in I.R.C. § 7701(a)(43)
and "exchanged basis property" as defined in I.R.C. § 7701(a)(44).
79. I.R.C. § 1374(d)(2)(A).
80. See id. § 1374(d)(2)(B), (d)(1), (d)(3).
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ration acquires after its conversion date thus appears not to be subject
to section 1374 since the S corporation did not hold "such assets" on
that date.8 ' If the section does not apply, then property transferred
to a virgin S or former C corporation by a C or former C corporation
in a nontaxable transaction82 will never be subject to new section 1374.
If new section 1374 does not apply, taxpayers can avoid General
Utilities' repeal in exactly the fashion Congress sought to prevent. 3
Former section 1374 specifically addressed treatment of transferred
basis property that an S corporation acquired from another corporation.s New section 1374 includes no counterparts and makes no provision for transferred basis property. This omission is a significant
gap in the statute. The Service acknowledged this statutory gap soon
after enactment of TRA '86 by noting that section 1374(c) "creates
doubt" whether the built-in gain tax applies on disposition of appreciated property that an S corporation receives from a C corporation
in a tax-free exchange to the extent the property is transferred basis
property under section 7701(a)(43). 6
The Service stated that forthcoming regulations under section 1374
[w]ll provide that transferred basis property acquired by an
S corporation from a C corporation or a former C corporation,
such as transferred basis property acquired in a tax-free
merger of a C corporation into an S corporation, generally

81. Id. § 1374(d)(2).
82. For example, a C corporation or former C corporation could transfer built-in gain
property to the S corporation in a nontaxable reorganization.
83. For example, controlling shareholders of a closely held or former C corporation desiring
to get an appreciated asset out of corporate solution with only a single tax can establish a virgin
S corporation, or convert another controlled C corporation to Subchapter S,and then arrange
for the C corporation to transfer the appreciated asset to the S corporation in a nontaxable
transaction under I.R.C. § 351 or the reorganization provisions. If after-acquired transferred
basis property is not subject to § 1374 in the hands of the S corporation, after it has held the
asset for sufficient time to avoid a step-transaction challenge, the S corporation can later sell
or distribute the property without triggering a tax at the corporate level.
84. Note that former I.R.C. § 1374(c)(3) (1984), would have prevented this result. See supra
note 21 and discussion at part I.A.
85. While I.R.C. § 1374 includes no counterpart to former I.R.C. § 1374(c)(3) (1984), the
predecessor rule in new I.R.C. § 1374(c)(1) is similar to that in former I.R.C. § 1374(c)(2) (1984).
However, this provision authorizes the Secretary only to issue regulations that treat an S
corporation and any predecessor as a single corporation "for purposes of the preceding sentence."
The provision thus only makes a virgin S or former C corporation subject to § 1374 and does
not appear to authorize the Secretary to issue regulations dealing with the substituted basis
property gap.
86. I.R.S. Announcement 86-128, supra note 76.
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is subject to the built-in gain tax
transferee corporation always has
that the assets were not held as
corporation's first taxable year as

notwithstanding that the
been an S corporation or
of the beginning of that
an S corporation.Y

The Service indicated that it views a C corporation's transfer of property to an S corporation in a nontaxable transaction as a conversion
of the property to Subchapter S status. Forthcoming regulations will
provide that the property becomes subject to section 1374 when it is
transferred to the S corporation, built-in gain and NUBG are to be
measured with respect to the property at the time it is transferred
to the S corporation, and the recognition period with respect to such
begins on the date the property is transferred. Under the new regulations, gain that an S corporation recognizes on disposition of transferred basis property in a taxable transaction during the ten year
recognition period following the transfer will be subject to tax under
section 1374.
The regulations will apply a similar rule when an S corporation
receives built-in gain property from another S corporation in a nontaxable transaction.8 The property will continue to be built-in gain property in the hands of the transferee S corporation, although the time
the transferor held the asset will shorten the recognition period in
the transferee's hands. 9 The regulations will therefore permit the
transferor S corporation's elapsed recognition period to "tack" in the
hands of the transferee S corporation.9
Treatment of exchanged basis property that an S corporation acquires in a nontaxable exchange for built-in gain property is also an
open question. Section 1374(a)(1) imposes tax only if an S corporation
recognizes gain on disposition of built-in gain property.9 1When an S
corporation disposes of built-in gain property in a non-recognition
transaction, no tax is imposed under section 1374 unless an S corporation exchanges built-in gain property used in its business for like-ldnd
property to be used in its business. The disposition is not taxable
under section 1374 as long as the exchange qualifies for nonrecognition
under section 1031, except to the extent gain is recognized.Y Similarly,

87. Id.
88. Id.
89. Id.
90. Presumably, the regulations also will permit property received in an exchange in which
some gain from receipt of boot was recognized to be treated as only partially built-in gain
property, but the Service's Announcement did not so indicate. See id.
91. See supra text accompanying notes 4446.
92. I.R.C. § 1374(c)(3) (1984), produced a similar result.
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no tax is imposed when an S corporation contributes built-in gain
property to a corporation or partnership in a transaction qualifying
for nonrecognition under section 351 or section 721, or involuntarily
converts built-in gain property under section 1033, except to the extent
the corporation recognizes gain. 93
Since no tax is imposed under section 1374 when an S corporation
disposes of built-in gain property in a nontaxable transaction, exchanged basis property that an S corporation receives in any such
transaction must be subject to the section if Congress' purpose is to
94
be achieved. Former section 1374(c)(3) generally produced this result.
But since new section 1374 taxes S corporations only on gain recognized
upon disposition of assets held on the date of the corporation's election, 95 the statute appears to permit an S corporation to dispose of
built-in gain property without incurring corporate level tax under section 1374 by first exchanging property in a nontaxable transaction,
96
and then selling property received.
The Service has announced that forthcoming regulations will prevent such avoidance by treating exchanged basis property that an S
corporation receives in a nontaxable exchange for built-in gain property
as built-in gain property itself. The property will then be imbued with
the attributes of the built-in gain property given up. If the S corporation disposes of the new property in a taxable transaction during the
recognition period, gain recognized will be subject to tax under section
1374.
The planned regulations dealing with transferred basis and exchanged basis property will probably bridge the gap in the statute.
One may question whether such significant administrative "repair" to
a statute is appropriate. The Service's interpretation nonetheless
furthers the legislative policy underlying new section 1374, is consistent with legislative intent, 97 and prevents reinstatement of General
Utilities. Unless transferred basis property that an S corporation receives from a C or former C corporation after its election, and ex-

93. These examples illustrate only a few of the numerous types of dispositions that escape
§ 1374 to the extent that applicable substantive provisions permit temporary or permanent
nonrecognition of gain.
94. See supra note 21.
95. I.R.C. § 1374(c)(2)(A).
96. If the S corporation intends all along to sell the exchanged basis property received,
and does sell the property shortly after the exchange, the Service might argue that § 1374
applies since the exchange and sale are merely steps in the same transaction, and the substance

of the transaction is a sale of the built-in gain property.
97. See General Explanation, supra note 33, at 345.
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changed basis property that an S corporation receives in a nontaxable
exchange for built-in gain property, are subject to section 1374, corporations can exploit Subchapter S to avoid double tax on appreciated
property in exactly the fashion Congress sought to prevent.
The Conferees' statement that they "expect" the Service to issue
regulations to ensure that the purpose of the new section 1374 is not
circumvented98 probably gives the Service ample authority to issue
regulations to remedy Congress' omission.9 However, given the importance of that omission, a statutory correction seems more appropriate. 10
B.

Measurement of the Recognition Periodfor Corporations
Making Successive S Elections

New section 1374 also leaves open to question the measurement
of the recognition period for corporations making more than one S
election during the ten year period following their first S election.
Only gains recognized during the recognition period are subject to tax
under section 1374. The "recognition period" is defined as the ten-year
period "beginning with the 1st day of the 1st taxable year for which
the corporationwas an S corporation.' 0'11 This implies that for an S
corporation making successive S elections under 1362(a), the recognition period is measured from the date of the corporation's first rather
than current election.
The Service takes the view that the words "first taxable year as
an S corporation" refer to the current S election in effect when a
corporation recognizes built-in gain. 1°2 The Service has given neither
authority nor explanation for its interpretation. The interpretation,
however, is less favorable for taxpayers since it prolongs the recognition period. To escape tax, S corporations that vacillate back to Subchapter C and then back to Subchapter S must delay sale of built-in
gain property or liquidation. The Service's view hurts corporations
making successive elections, since they must revalue their property
every time an S election is made.
98. See supra note 74.
99. I.R.S. Announcement 86-128, supr note 76.
100. As of this writing, Congress is considering technical corrections legislation originally
included in the Omnibus Budget Reconciliation Act of 1987, that would clarify that the built-in
gain tax applies when an S corporation receives carryover basis assets from a C corporation,
and sanctions the Service's planned treatment of exchanged basis and substituted basis property
under § 1374 as described above. House Ways & Means Committee Report, supra note 75, at
1197.
101. I.R.C. § 1374(d)(2) (emphasis added).
102. I.R.S. Announcement 86-128, supra note 76.
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While nothing in the statute or the Conference Report indicates
that Congress intended this interpretation, the Service seems to base
its position on the Conferees' broad directive to issue regulations to
prevent effective reinstatement of General Utilities. The Service
would argue that Congress' policy of subjecting corporate earnings to
double taxation should be broadly construed, while the exception permitting former C corporations to escape tax on built-in gain recognized
after expiration of the recognition period should be narrowly construed. Thus, each time a corporation makes an S election, a new
recognition period begins for property then held.
Such an interpretation certainly benefits the fisc, but works unnecessary hardship on corporations that temporarily lapse back to
Subchapter C without any avoidance motive, 1°3 and is not necessary
to further the legislative policy underlying section 1374.104 The Service
should adopt a more lenient rule in forthcoming regulations. To prevent
corporations from making "protective" S elections to start the clock
running and then reverting to C status, regulations could provide that
only time in S status counts, except for corporations whose conversion
is motivated by tax avoidance or an insufficient business purpose. If
regulations reflect the Service's hard-line position, appropriately
situated taxpayers should consider challenging them as inconsistent
with the clear, unambiguous language in the statute.
C. Triggering Events and Measurement of the Built-In Gain Tax
Section 1374 potentially applies upon "disposition of any asset," 1°6
yet neither the statute nor its legislative history specifies the types
of disposition that trigger tax. Taxable sales and distributions are
clearly dispositions within the statute, 1° but considerable uncertainty
103. If, for example, a corporation ceases to be an eligible small business corporation within
the meaning of I.R.C. § 1361(b), its election will be terminated under I.R.C. § 1362(d)(2), but
1362
(g).
it will be eligible to reelect Subchapter S after five years under I.R.C. §
104. If the Service is concerned that taxpayers will load up an S corporation at the end of
the recognition period, such an abuse can be forestalled by regulations that treat only property
received after the date of the corporation's initial S election as becoming subject to § 1374 when
received by the S corporation. The original recognition period, however, would continue with
respect to property that the corporation held on the date of its earlier S election. This is similar
to the approach that forthcoming regulations will take with respect to property transferred to
an S corporation by a C or former C corporation after its election. See supm part III.A.
105. I.R.C. § 1374(d)(2).
106.

The Conference Report indicates in one context that the tax is imposed on built-in

gain that an S corporation recognizes 'through sale or distribution," and in another context that
"gains on sales or distributions of assets" are presumed to be built-in gains unless the taxpayer
establishes otherwise. See HOUSE CONF. REP. 841, 99th Cong., 2d Sess. 11-203, 1986 U.S.
CODE CONG. & ADMIN. NEws 2491.
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surrounds various nonrecognition transactions. 10 Forthcoming regulations or technical correction legislation should clarify what dispositions
trigger tax.
The Service has announced that under forthcoming regulations,
"other income-recognition events that effectively dispose of or relinquish the taxpayer's right to claim or receive income" will be treated
as "disposition of an asset."' 8 For example, regulations will provide
that collection of accounts receivable by a cash method taxpayer and
full performance of a long-term contract by a taxpayer using the completed contract method of accounting will each constitute "disposition
of an asset" within the meaning of section 1374.
The Service's interpretation significantly extends the built-in gain
tax by taxing mere collection of income without disposition of property.
This interpretation conflicts both with statutory language referring to
"dispositions" of assets and with Conference Report language twice
referring to "sales or distributions." The legislative history gives no
indication that Congress intended to tax receivables that ripen in the
ordinary course of business following an S election, and mere collection
of income would appear fundamentally different from sales or distributions of assets.
The legislative policy underlying section 1374, however, supports
the Service's position. Congress intended to discourage C corporations
from exploiting Subchapter S to avoid the double tax on C corporation
distributions. Unless collection of receivables is treated as a disposition
for purposes of section 1374, cash method C corporations holding zero
basis receivables could make an S election and pass income recognized
on collection through to shareholders with only a single level of tax.
This is precisely the kind of avoidance that Congress directed the
Service to prevent.0 9
Section 1374 potentially applies on disposition of "any asset" that
a corporation held on the date its S election took effect. 10 Yet neither

107. See supra part III.A.
108. I.R.S. Announcement 86-128, supra note 76. The General Explanation, supra note 33,
at 345 states this was the intent of Congress.
109. As of this writing, Congress is considering technical corrections provisions originally
included in the Omnibus Budget Reconciliation Act of 1987, but dropped from the final legislation,
that would sanction the Services broad interpretation of the phrase "disposition of any asset"
and, in addition, would clarify that the built-in gain tax applies to "any item of income which
is properly taken into account for any taxable year in the recognition period but which is
attributable to periods before the first taxable year for which the corporation was an S corporation." House Ways & Means Committee Report, supra note 75, at 1198.
110. I.R.C. § 1374(c)(2).
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the statute nor the Conference Report specifies the types of assets
subject to section 1374, or what constitutes an asset for this purpose.
Rather than merely assets reflected on financial statements, all
assets, in the economic sense, that exist and belong to the corporation
on the date its S election takes effect are probably subject to the
section. Thus, intangible assets such as goodwill, contract rights, zoning, and usage variances, and similar assets that may not even appear
on a balance sheet, may be subject to section 1374. Forthcoming regulations should clarify this, and provide guidance as to how to value
such assets.
Related issues arise as to whether a corporation has disposed of
an asset. A corporation that holds inventory on the date of its conversion must identify the inventory units sold after conversion to determine whether those particular units were held on the date its election
took effect, and thus the amount of its RBG.
Since inventory is often fungible, and units are acquired on different
dates at different prices, forthcoming regulations must address how
taxpayers may determine which inventory units are disposed of during
the recognition period in order to determine the amount of RBG subject to section 1374. The Service has indicated that forthcoming regulations will provide that an S corporation should use the same inventory method it uses for tax purposes, such as FIFO or LIFO, to
identify inventory units held on the date of its S election, and those
disposed of during the recognition period.,,, In addition, new section
1363(d), enacted as part of the Revenue Act of 1987, requires an S
corporation that uses the LIFO method of accounting for inventory
that makes an S election after December 17, 1987 to "recapture" as
income in its final C corporation year an amount equal to the difference
between the inventory value computed using a FIFO assumption and
the inventory value based on a LIFO assumption." 2
All gain that an S corporation recognizes during the recognition
period on the disposition of any asset is presumed to be taxable RBG,
unless the S corporation establishes that only a portion of the gain
was built-in on the date its S election took effect.1 3 The statute gives
the S corporation the burden of establishing the amount of built-in
gain, yet is silent regarding acceptable means to establish asset values.
A detailed inventory and appraisal of each asset is an expensive undertaking for a large, complex enterprise, but it appears to be required.
While theoretically defensible, this requirement places an expensive

111.

I.R.S. Announcement 86-128, supra note 76.

112.

I.R.C. § 1363(d).

113.

Id. § 1374(d)(2)(B).
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burden on taxpayers that convert to Subchapter S, since they must
plan for possible disposition of property during the ensuing ten year
recognition period. Taxpayers have very little choice since the penalty
for attempting to cut corners can be severe: a corporation that cannot
establish the portion of gain recognized that constitutes built-in gain
must pay tax on the entire recognized gain on every asset disposed
of during the recognition period. Forthcoming regulations ought to
114
sanction a more expedient means for taxpayers to meet this burden.
NUBG is defined as the excess of the aggregate "fair market value
of the assets" of an S corporation over its aggregate adjusted basis
15
in such assets at the beginning of its first year as an S corporation. 1
Measurement of built-in gain and NUBG raises a host of issues. First,
the statute does not indicate how to value assets of a going concern.
Because the statute refers to "the assets" of the corporation, apparently the assets rather than the entity must be valued. The definition
of fair market value is well established." 6 Asset values vary, however,
depending upon whether the valuation is based on (1) the hypothetical
sale of the entire corporation as a going concern, with the purchase
price, including a premium reflecting sound management and goodwill,
being allocated to individual assets; (2) the hypothetical liquidating
sale of the corporation's salable assets in bulk; or (3) the replacement
cost of individual assets. Neither section 1374 nor the legislative history indicates the appropriate approach. Arguably, valuation should
be based on a hypothetical liquidation sale since section 1374 was
enacted to prevent just such a transaction from escaping the corporate
level tax. If so, the appropriate value may be somewhat lower than
a value determined by alternatives (1) or (3) above, and should be
subject to reduction for estimated transaction costs.
The valuation approach is important since the value of a corporation's assets depends to a large extent on how they are sold. Assets
may have more or less value as part of a going concern than when

114. Regulations might, for example, authorize appraisal of the business as a whole at the
time of conversion, with value allocated to individual assets in proportion to their book value.
Alternatively, the regulations might permit S corporations to assume straight-line appreciation
from the date the property was originally acquired. This approach would make it unnecessay
for an S corporation to determine asset values until it disposed of an asset, when it would be
a mere mechanical allocation rather than a de novo valuation. Either approach should be optional,
so that taxpayers can obtain more detailed appraisals when the facts and the nature of the
assets involved make it practical and economical to do so.
115. I.R.C. § 1374(d)(1).
116. Fair market value is defined at Treas. Reg. § 20.2031-1(b) as the price at which
property would change hands between a willing buyer and a willing seller, neither under any
compulsion to buy or to sell, and both having reasonable knowledge of relevant facts.
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sold individually, depending on the skill with which they are employed
and the value to the enterprise of human capital and intangible assets.
A corporation may also have intangible assets such as goodwill, contract rights, convenants not to compete, favorable union contracts,
and good employee relations, that are much more valuable to a going
concern than when sold separately. In fact, goodwill may only be
valued by reference to the value of the enterprise as a going concern.
Although new section 1060(a)(2) and regulations under section 338(b)(5)
presumably apply, forthcoming regulations under section 1374 must
indicate whether the value of the whole enterprise as a going concern
affects the valuation of individual assets for purposes of measuring
NUBG, and how intangible assets not on the balance sheet must be
valued under section 1374 absent a purchase price.
Inventory illustrates the need for guidance in determining fair
market value. An electing corporation must value inventory on hand
when its election takes effect, and if inventory is disposed of during
the recognition period, it must pay tax under section 1374 on any
built-in gain. The statute, however, does not specify how to value
inventory. Inventory replacement cost may be substantially more or
less than its va'ue when sold in bulk, or its value at retail. Replacement
cost would seem to be the best measure of inventory value, since it
most closely approximates the actual built-in gain that section 1374
seeks to tax. Since the section is intended to prevent avoidance of
the double tax, however, liquidation value also seems justifiable.
these issues,
Neither the statute nor the legislative history addresses
117
and forthcoming regulations should resolve them.
Intangible assets raise numerous issues. Some such assets may
appear on a corporation's books but have little or no economic value
to the enterprise. Other assets may not appear on its balance sheet
but have enormous or insignificant value. In any case, intangible assets
are always difficult to value. Regulations should indicate which intangible assets must be valued, and how to do it absent a purchase price
8
for the entity as a whole."

117. The Service has indicated that forthcoming regulations will address treatment of inventory under § 1374. For purposes of § 1374(d)(2)(A), a taxpayer's inventory method will determine
whether inventory units that the corporation disposed of were held when election took effect,
and the amount of built-in gain. The Service's announcement does not, however, indicate how
inventory is to be valued.
118. A related question is whether a corporation's tax attributes, such as any net operating
loss carryforward, capital loss carryforward, business credit carryforward, or even its accumulated adjustments account balance itself are "assets" with economic value, which must be properly
reflected in computing a corporation's NUBG at the time of its election.
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A final issue is whether NUBG limiting the amount of RBG taken
into account under section 1374 includes only an S corporation's own
NUBG or also any predecessor's NUBG. The statute refers solely to
the amount of RBG and NUBG of the S corporation itself.119 But if
an S corporation receives from a predecessor property that is treated
as built-in gain property in a tax free transaction, the amount of
built-in gain in such property at the time of conversion should increase
NUBG limiting RBG taken into account. The statute does not provide
for this, and any forthcoming technical corrections bill or regulations
should address the issue.
The importance of NUBG in limiting the amount of RBG taken
into account under section 1374 suggests various taxpayer strategies
to limit the amount of RBG subject to tax.m° Since NUBG is an
aggregate concept, a corporation's built-in losses offset its built-in
gains and reduce NUBG. Neither the statute nor its legislative history
prevents shareholders of a corporation planning to elect Subchapter
S from contributing built-in loss assets to the corporation prior to its
election. The corporation would receive a transferred basis in the
assets and the built-in losses would reduce NUBG.
The Service has expressed its concern that taxpayers may use this
strategy to avoid the section 1374 tax. 21' The Service has indicated
that forthcoming regulations will "provide special treatment" for builtin loss property contributed to a corporation prior to its conversion
to Subchapter S, and that, "In appropriate cases, the regulations will
prohibit the reduction of the corporation's NUBG through such contributions if the contributions are undertaken to limit or avoid the
application of the built-in gain tax."2 The regulations will embody
anti-stuffing rules similar to those in new section 336(d)(2). Unless a
corporation demonstrates a clear and substantial relationship between
the contributed property and its business enterprises, NUBG may not
be reduced by loss inherent in property contributed within the two
year period preceding the beginning of its first taxable year as an S
corporation, or the filing of its S election, whichever occurs earlier.

119.

I.R.C. § 1374(c)(2), read in conjunction with § 1374(d)(1)-(d)(2), refers only to "the S

corporation." The special rule in I.R.C. § 1374(c)(1) that treats an S corporation and any predecessor as a single corporation explicitly limits application of the rule with the words 'Tor purposes

of the preceding sentence." Since the preceding sentence addresses only whether certain S
corporations are subject to I.R.C. § 1374(a), the "one corporation" concept is not generally
applicable throughout § 1374.

120. See supra text accompanying notes 58-60.
121. I.R.S. Announcement 86-128, supra note 76.
122. Id.
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Neither the statute nor the Conference Report deals with transfers
of built-in loss property to S corporations, but anti-stuffing rules of
the kind proposed are hardly novel.m Given the clear legislative policy,
the Commissioner's approach should prevent taxpayers from frustrating the legislative intent. m
It remains unclear whether an S corporation may apply capital
loss, charitable deduction, and similar carryforwards from C years to
reduce amounts subject to tax under section 1374. Section 1374(b)(2)
permits use of only net operating loss carryforwards. The Conference
Report, however, suggests that Congress intended a broader exception
than the words of the statute authorize:
The corporation will be allowed to continue to take into account all of its subchapter C attributes in computing the
amount of the tax on recognized built-in gains, permitting
it, for example, to use unexpired net operating losses, capital
loss carryovers, and minimum tax carryover credits to offset
such tax. m
Congress thus intended to authorize broader use of carryforwards
than the statute suggests.2 6 A broader exception is also consistent
with the policy underlying section 1374.127
The Service has not yet commented on this discrepancy, and a
technical correction is needed.m Until corrected, the statute seems to

123. See I.R.C. §§ 336(d)(2), 382.
124. Even without an anti-stuffing rule, contributions of built-in loss property to controlled
corporations shortly before the corporation elects Subchapter S may be vulnerable to challenge
under the step transaction doctrine or I.R.C. § 269 if the transfers are motivated primarily by
tax avoidance.
125. HOUSE CONF. REP. No. 841, 99th Cong., 2d Sess. II-203, 1986 U.S. CODE CONG.
& ADMIN. NEWS 4291.
126. Such a Congressional intent is corroborated by the statement in the General Explanation, supra note 33, that: "[tihe corporation may take into account all of its subchapter C tax
attributes in computing the amount of the tax in recognized built-in gains. Thus, for example,
it may use unexpired net operating losses, capital loss carryovers, and similar items to offset
the gain or the resulting tax." Id. at 344.
127. New I.R.C. § 1374 was enacted to prevent C corporations from avoiding the corporate
level tax on liquidating and nonliquidating distributions of appreciated property. Its purpose is
to ensure that corporations converting from C to S status pay the same double tax a C corporation
would incur without placing S corporations on worse footing. Since a C corporation may reduce
its tax liability on liquidation by any capital loss carryforwards or other attributes subject to
applicable limitations in I.R.C. § 382, the policy underlying § 1374 is not served by treating an
S corporation more stringently.
128. The General Explanation also notes that "a technical correction may be needed so that
the statute reflects this intent in the case of capital loss carryovers and similar items." General
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sanction only the use of NOL and business credit carryforwards. Yet
taxpayers may interpret section 1374(b) more broadly in view of the
Conference Report and section 1374's legislative policy.
Another open question is whether an S corporation may use a
predecessor corporation's carryforwards. The statute refers only to a
NOL carryforward "arising in a taxable year for which the corporation
was a C corporation," and does not explicitly require that "the corporation" itself generate the NOL.'2 The Conference Report states that
the corporation will be allowed to "continue" to take into account all
of "its" attributes. The statement implies that a corporation may not
utilize the attributes of any other corporation, although this seems
unnecessarily restrictive. A corporation subject to section 1374 only
because of its relationship to a predecessor corporation under section
1374(c)(1) should be able to utilize that corporation's attributes as well
as its own to reduce its tax liability.
Another potential issue may affect whether an S corporation is
subject to section 1374 at all. The section generally does not apply to
an S corporation that has had an S election in effect with respect to
each of its taxable years. 130 An S corporation and any "predecessor"
are treated as one corporation for this purpose, but the term "predecessor" remains undefined. 13 '
An S corporation that fits within the virgin S corporation exception
itself, because an election has been in effect for each of its taxable
years, probably will be subject to section 1374 if it receives assets
from a C corporation or former C corporation in a nontaxable transaction. Since neither the statute nor the legislative history defines the
term "predecessor," however, the scope of the rule remains unclear.
The Service should clarify the full scope of this exception when it
issues regulations under new section 1374.

Explanation, supra note 33, at 344 n.91. The technical corrections provisions originally included

in the Omnibus Budget Reconciliation Act would have clarified that capital loss carryforwards
may also be used to offset recognized built-in gains. See House Ways & Means Committee
Report, supra note 75, at 1198. The technical correction provisions were dropped from the final
law, but will hopefully be considered in 1988. However, the technical correction provisions

proposed deal only with capital loss carryforwards. Even if the provisions are adopted, an issue
will remain as to whether a corporation may take into account other subchapter C attributes
alluded to in the Conference Report and General Explanation as discussed supra note 33.
129. I.R.C. § 1374(b)(2).
130. Id. § 1374(c)(1).
131. Compare I.R.C. § 1374(c)(2) (1984), which contained a similar provision, although
neither the statute nor regulations defined the scope of the term "predecessor." See supra part

Published by UF Law Scholarship Repository, 1987

27

1144

IV.

Florida Law
Iss. 5 [1987], Art. 4
REVIEW
LAW39,
FLORIDAVol.
OF Review,
UNIVERSITY

[Vol. 39

RECOMMENDATIONS FOR LEGISLATIVE SIMPLIFICATION

New section 1374 deters C corporations from converting to Subchapter S to avoid double taxation. Once the new section is fully
effective, C corporations converting to S corporations can avoid the
double tax on appreciated property sold or distributed in liquidating
or nonliquidating distributions only by waiting until after the ten year
recognition period expires.
New section 1374 achieves Congress' purpose, yet at substantial
cost to taxpayers.-12 Enforcement cost is high because the Service
must audit taxpayers' compliance and fight countless additional battles
over valuation. Surely Congress could have accomplished its objective
more economically.
The problem with new section 1374 springs from its practical requirement that taxpayers converting to Subchapter S inventory and
appraise assets at the time of conversion, whether or not they intend
to liquidate, to forestall future tax liability if the corporation disposes
of assets during the recognition period. A preferable statutory approach would require the corporation to expend time and money to
measure built-in gain only if it actually liquidates. For instance, a
provision could retroactively revoke a corporation's S election if it
liquidates within three years after its conversion to Subchapter S.
The original House proposal of section 1374 in TRA '86 included a
similar provision.tm Such an approach might be harsh, but it would
accomplish Congress' objective while only impacting taxpayers who
actually liquidate.
An alternative approach would be to prorate gain actually recognized on disposition over the entire period during which an S corporation holds property and tax the portion allocable to the period before
the corporation elects Subchapter S. This approach would only roughly
measure built-in gain, but would provide sufficient deterrent to accomplish Congress' objective, and it would be much more economical
to comply with and administer. Both approaches could include a de

132. While the Service's approach may be necessary to prevent avoidance, subjecting all
nontaxable transfers to S corporations to § 1374 complicates adjustments in corporate form that
the reorganization statutes have long sought to facilitate. Requiring a corporation to inventory
and appraise its assets for a possible disposition during the recognition period may be reasonable
where a reorganization is primarily motivated by tax avoidance, but a blanket rule that applies
to every nontaxable transfer to an S corporation unnecessarily burdens all taxpayers. To the
extent feasible, forthcoming regulations should limit the requirement to reorganizations motivated primarily by tax avoidance.
133. HOUSE WAYS AND MEANS ComMITTEE, H.R. No. 426, 99th Cong., 2d Sess. 287

(1986).
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minimis exception for small distributions or partial liquidations. The
approaches also might include special rules for unrealized receivables,
inventory, and installment obligations requiring cash method taxpayers to pay tax if assets are liquidated after conversion to Subchapter S.
Neither approach is as exact as new section 1374 in measuring and
taxing built-in gain, but each would reduce costs to taxpayers and the
government. These approaches have the advantage of burdening only
taxpayers that actually sell or distribute assets, and would prevent
section 1374 from becoming a significant factor in taxpayers' choice of
business form. Corporations could convert to Subchapter S for pertinent business reasons without having to weigh the nuisance and expense of complying with new section 1374. This result comports with
Congress' desire for a neutral tax system that permits taxpayers to
make decisions for business rather than tax reasons.
V.

PLANNING OPPORTUNITIES UNDER NEW SECTION

1374

Corporations that are potentially subject to new section 1374 can
use one of three strategies to avoid or minimize liability for built-in
gain tax. First, new corporations can completely avoid the tax by
making an S election effective for their first taxable year. Second,
existing corporations that qualify under the TRA '86 small corporation
transitional rule can completely or partially avoid the tax by making
an S election prior to January 1, 1989. Third, existing corporations
that are not qualified corporations can avoid or minimize tax liability
by minimizing either NUBG at the time the S election is made, or
taxable income during any year in the recognition period in which the
corporation has RBG.
A.

An Initial S Election

A corporation that is an S corporation from inception is never
subject to section 1374.34 On the other hand, a new corporation that
does not make an S election effective for its first taxable year, but
later converts, will be subject to built-in gain tax on disposition of
any appreciated property contributed to the corporation. Thus,
shareholders contributing appreciated property to a newly formed corporation should carefully weigh the desirability of making an initial S
election.

134.

I.R.C. § 1374(c)(1).

Published by UF Law Scholarship Repository, 1987

29

Florida Law
39,
Iss. 5 [1987], Art. 4
UNIVERSITY
OFReview,
FLORIDAVol.
LAW
REVIEW

[VOL 39

In view of the enhanced importance of making an S election effec-

tive for a corporation's first taxable year, cautious practitioners should
ensure that a valid S election is timely filed. 1" While such an election
will completely shelter most newly formed corporations from the built-

in gain tax, the exception is not without limits. 13 Even virgin S corporations will sometimes be subject to the new tax.
B.

An S Election Effective Before January 1, 1989

The TRA '86 effective date provisions permitted corporations making S elections prior to January 1, 1987 to avoid completely the new

built-in gain tax. 37 Although it is now too late for corporations that
failed to make S elections prior to January 1, 1987 to completely avoid
the tax, another transitional rule offers complete or partial avoidance
to eligible small corporations that convert to Subchapter S prior to
January 1, 1989."3
The small corporation transitional rule in section 633(d) provides
that "qualified corporations" under section 633(d)(5) that completely
liquidate prior to January 1, 1989 are exempt from certain amend-

ments that TRA '86 enacted. A qualified corporation is defined as any
corporation that is more than fifty percent owned by ten or fewer
qualified persons, 139 and has an applicable value

40

on the effective date

135. Id. § 1362(b)(1)(B); Treas. Reg. § 18.1362-1(b).
136. An S corporation and any predecessors are treated as a single corporation to determine
whether the corporation has always been an S corporation under this exception. The Service
also has announced the exception does not apply to corporations that attempt to circumvent the
built-in gain tax by engaging in transactions under the corporate reorganization provisions. See
I.R.S. Announcement 86-128, supra note 76. Finally, even if an S corporation comes within the
virgin S corporation exception, the Service announced that forthcoming regulations will treat
substituted basis property contributed to the corporation by another corporation as built-in gain
property.
137. I.R.C. § 633(b). See also supra note 27.
138. I.R.C. § 633(d)(8). A corporation must file its election by the 15th of the month of its
fiscal year under § 1362(b)(2). Thus for a calendar year corporation to become an S corporation
before January 1, 1989, it must file its election by March 15, 1988 to qualify under the transition
mle.
139. I.R.C. § 633(d)(6)(A) defines qualified persons to include individuals, estates, and trusts
described in I.R.C. § 1362(c)(2)(A) (ii) or (ill), subject to special attribution rules in § 633(d)(6)(B).
Although § 633(d) includes no such requirement, the Conference Report states that such
shareholders must have held their stock for at least five years. Conference Report at 11-206.
Technical corrections provisions originally part of the Omnibus Budget Reconciliation Act of
1987, but not part of the final legislation enacted by Congress, would clarify that
[a] corporation is not a "qualified corporation" unless more than 50 percent (by
value) of the stock of such corporation is owned (on August 1, 1986 and at all times
thereafter before the corporation is completely liquidated) by the same 10 or fewer
qualified persons who at all times during the 5-year period ending on the date of
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of its election under Subchapter S or on August 31, 1986, whichever
date gives the greater value, less than $10,000,000.141

If section 633(d) applies, it permits nonrecognition of the "applicable
percentage" of long term capital gains and losses on complete liquidation of qualified corporations before January 1, 1989.'4 For qualified
corporations with an "applicable value" less than $5,000,000, the applicable percentage is one hundred percent, and relief is complete. For
qualified corporations with an applicable value more than $5,000,000
but less than $10,000,000, the applicable percentage is scaled back
proportionately, and part of each long term gain or loss is subject to
the new law. Qualified corporations with an applicable value greater
than $10,000,000 receive no relief under the small corporation transitional rule.
The small corporation transitional rule generally applies only to
qualified corporations that liquidate, but the following cryptic paragraph extends the rule to qualified corporations that convert to Subchapter S:
Application of section 1374 - Rules similar to the rules of
this subsection shall apply for purposes of applying section
1374 of the Internal Revenue Code of 1986 (as amended by
section 632) in the case of a qualified corporation which becomes an S corporation for a taxable year beginning before
January 1, 1989.'4
This vague provision initially left many practitioners wondering how
the rule applied to corporations making S elections. Since the small

the adoption of the plan or liquidation (or, if shorter, the period during which the
corporation or any predecessor was in existence) owned (or were treated as owning
under the attribution rules) more than 50 percent (by value) of the stock of such
corporation.
House Ways & Means Committee Report, supra note 75, at 1202.
140. Section 633(d)(4) defines applicable value for the transitional rule as the fair market
value of all corporation stock on the date it adopted the complete liquidation plan, or on August
1, 1986, whichever is greater. Section 633(d)(8) provides that "rules similar" to those governing
liquidation of qualified corporations set forth in § 633(d) generally apply to qualified corporations
electing Subchapter S for a taxable year beginning before January 1, 1989. Although the language
in the transitional rule is unclear, for a corporation making an S election under § 633(d)(8),
applicable value presumably will be its value on the date of its election or August 1, 1986,
whichever is greater.
141. I.R.C. § 633(d)(5).
142. Note the exception in the rule for ordinary gains and losses, short-term capital gains
and losses, and gains to which § 453B of the Code applies.
143. I.R.C. § 633(d)(8).
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corporation transitional rule in section 633(d) itself deals with complete
liquidations, many practitioners thought an S corporation might have
to liquidate to come within section 633(d)(8). However, the Service
resolved the issue by stating that
[a] qualified corporation that becomes an S corporation before
January 1, 1989, unlike a qualified corporation that obtains
transitional relief from the repeal of the General Utilities
doctrine under section 633(d)(1)-(7) of the Act, does not have
to liquidate to qualify for relief from the amended provisions
of section 1374 of the Code.'4
The Service also stated that the other limitations in the transitional
rule apply to corporations making S elections. Thus, ordinary gains
and losses, short-term capital gains and losses, and gains to which
section 453B applies are subject to the built-in gain tax. Further,
qualified corporations with an applicable value greater than $5,000,000
may obtain only partial relief with respect to built-in long-term capital
gain or loss.
Potentially, qualified corporations electing Subchapter S prior to
January 1, 1989 are subject to both new and former section 1374.145
The applicable percentage of net capital gain from assets held for more
than six months is subject to the former section 1374 tax on net capital
gains and the three year lookback rule. Simultaneously, built-in gain
on ordinary income property, short-term capital assets, and the remaining gain on capital assets held more than six months is subject
to the new section 1374 built-in gain tax.
While the small corporation transitional rule affords only partial
relief, that relief may be material to many qualified corporations holding appreciated property. Corporations considering converting to S
corporations should qualify under the transitional rule if possible. Corporations are usually eligible for relief under the rule only if they met
the limitations on stock ownership and total value as of August 1,
1986, and after the date of the S election. Corporations not qualified
by August 1, 1986 cannot now qualify for relief under the transitional
rule. But corporations that met the applicable standard on that date
should be careful not to destroy their eligibility by either diversifying
ownership or allowing increases in asset values.
To preserve eligibility, corporations considering an S election
should inform stockholders and obtain their agreement not to transfer

144. Rev. Rul. 86-141, 1986-2 C.B. 152.
145. See comparison of former and new § 1374, supra note 43.
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shares to outsiders until the S election takes effect. Similarly, corpo-

rations with assets increasing in value may make dividends or distribute nonappreciated assets to shareholders in redemption or partial
liquidation to maintain an acceptable value level.
C.

Minimizing Liability Under New Section 1374

The relatively simple strategies that enabled taxpayers to avoid
tax on net capital gains under former section 1374146 are not as effective
under its successor. The lower threshold at which the tax applies, the

broader category of gains subject to the tax, and the ten year recognition period combine to make the new built-in gain tax much more
difficult to avoid. 147 Once regulations are issued, an S corporation may

be able to use a partnership to get appreciated assets out of corporate
solution without paying tax on built-in gains, since Subchapter K permits appreciated property to be distributed without gain recognition. 148
In the meantime, several simple strategies will enable taxpayers to
avoid or minimize liability under new section 1374.

146. See supra part I.C.
147. See comparison of former and new § 1374, supra note 43.
148. See generally I.R.C. §§ 731, 736, 751(b). Unless forthcoming regulations preclude such
a strategy, under limited circumstances shareholders of an S corporation may be able to get
built-in gain property out of corporate solution without paying corporate level tax, through the
use of a controlled partnership. This strategy would call for the S corporation to contribute the
property to a partnership controlled by the corporation's shareholders in exchange for a partnership interest, and for the partnership to distribute the property to one or more partners. The
partnership interest that the S corporation received would constitute built-in gain property in
the hands of the S corporation, since exchanged basis property received in a tax-free exchange
for built-in gain property continues to be built-in gain property under I.R.C. § 1374. See I.R.S.
Announcement 86-128, supra note 76 & part III.A. But under certain circumstances the partnership may be able to distribute the property to one or more partners without triggering any
partnership level tax. If such a distribution is subject to § 751(b), the partnership must recognize
gain that must be allocated back to the S corporation, the contributing partner, under § 704(c).
However, if the distribution is not subject to § 751(b), as when the partnership has no § 751(b)
property, the distribution would be governed by the general rules of partnership distributions.
Thus the partnership would not recognize any gain on the distribution, nor would the partner
unless cash exceeding the partner's outside basis is distributed. See I.R.C. § 731(a)(1). The
distributee partner would receive a transferred or exchanged basis in the asset but no tax would
be due until it disposed of the asset. Although such an indirect plan may be closely scrutinized,
if it can be structured to avoid challenge as a sham or under the step transaction doctrine, an
S corporation may get built-in gain property to its shareholders indirectly without taxation
under § 1374. Of course, any transaction should be carefully planned to have real, economic
effect to minimize the risk of the sham or step transaction doctrines being applied, and to avoid
sale or exchange treatment under Treas. Reg. § 1.731-1(c)(3). Even so, at least until regulations
are issued such a transaction carries some risk.
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First, corporations that become subject to new section 1374 can
minimize their NUBG at the time of their election. NUBG ultimately
limits the amount of RBG taxable under section 1374.149 Reducing or
minimizing NUBG at the time of conversion to Subchapter S minimizes
potential liability under section 1374. To establish the lowest possible
NUBG at the time of conversion, corporations should, within good
appraisal principles, aggressively inventory and value all assets on
conversion to Subchapter S and at later appropriate times. 150 The
lower the values the corporation establishes, the smaller the potentially
taxable built-in gain with respect to each asset, and the lower the
total NUBG.
Shareholders should also consider strategies to reduce NUBG by
contributing built-in loss property to the corporation. 151 This strategy
may not succeed unless it satisfies the requirements of forthcoming
anti-stuffing regulations.152 Further, the strategy will have a greater
chance of being successful if a corporation can establish a legitimate
business purpose for contributing depreciated property.m
Corporations can also minimize section 1374 tax liability by recognizing built-in gains only in years when losses reduce or eliminate
taxable income. Since section 1374 taxes only the lower of RBG or
taxable income, the strategy will result in RBG being taxed only in
part or not at all. 154 As under prior law,m corporations can avoid the
new built-in gain tax by delaying dispositions of built-in gain property
or by delaying recognition of gain until after expiration of the recog-

149.

See supra text accompanying notes 58-60.

150. After a corporation's initial S election, appropriate times for inventorying and revaluing
assets would include the dates of any subsequent S elections and reorganizations. The Service

has announced that the regulations to be issued will provide that appreciated property transferred
to an S corporation in a nontaxable reorganization will be deemed converted to Subchapter S

status on that date, making it built-in gain property and causing the ten-year recognition period
to commence to run from the date of receipt. See I.R.S. Announcement 86-128, supra note 76.
151. See supra text accompanying notes 58-60.
152. See I.R.S. Announcement 86-128, supranote 76. In general, the Service has announced

that forthcoming regulations will include rules similar to those embodied in new I.R.C. §
336(d)(2). Losses inherent in property contributed within two years prior to conversion to
Subchapter S will not reduce NUBG unless the taxpayer demonstrates a clear and substantial
relationship between the property contributed and the conduct of the corporation's current and
future enterprises.
153.

Merger with another corporation holding net built-in loss property, if feasible, may

reduce NUBG.
154. This strategy is similar to that employed under prior § 1374 discussed supra part I.C.;
see also J. EUSTICE & J. KuNTz, supra note 17, at 7.05[3], 7-43 to 7-56.
155. See supra notes 29-30 and accompanying text.
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nition period.156 Since the recognition period is now ten years, however,
business exigencies may prevent many taxpayers from adopting a
waiting strategy.
VI.

CONCLUSION

In its desire to prevent taxpayers from using Subchapter S elections to avoid the effects of General Utilities' repeal, Congress hastily
enacted a flawed provision. Since new section 1374 fails to address
the consequences of common nontaxable transactions, its effectiveness
in preventing avoidance of General Utilities' repeal depends on the
Commissioner promulgating regulations to achieve Congress' purpose.
In addition, certain technical inconsistencies between the statute and
the Conference Reports exists. Because the statute is difficult and
costly for taxpayers to comply with, it will significantly influence a
taxpayer's decision to elect subchapter S. Finally, the statute will be
costly for the government to enforce, and ultimately will lead to yet
another round of valuation disputes with taxpayers.
Congress should therefore replace the section 1374 built-in gains
tax with a provision that will accomplish Congress' objective of reinforcing the corporate double tax regime, without burdening taxpayers
that convert to Subchapter S for legitimate business reasons. Absent
such a fundamental change in approach, Congress should address the
important gaps and inconsistencies in the statute through a technical
corrections act at the earliest possible date. Regulations that provide
taxpayers with guidance to comply with new section 1374 and a basis
on which to plan transactions are needed as soon as possible.
Corporations should avoid becoming subject to new section 1374 if
possible. New corporations should consider making an initial S election
to avoid section 1374 completely. Eligible C corporations should consider making a Subchapter S election prior to January 1, 1989 to take
full or partial advantage of the small corporations transitional rule. C
corporations converting to Subchapter S that cannot avoid new section
1374 should plan ahead to minimize NUBG, obtain a detailed inventory
and appraisal of assets on hand, and consider planning strategies to
minimize or avoid tax liability.

156. Taxpayers may use installment sales under I.R.C. § 453, or engage in other transactions
that defer gain recognition under other nonrecognition provisions of the Code such as I.R.C.
§§ 1031, 351, 354, 721. See supra notes 29-30 and text accompanying notes 44-46.
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